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Notes:

After completing this lesson you will be able to:
· Explain the government’s participation in real estate investments
· State the implications of the latest tax reform
· Compare the Capital Cost Allowance under the old and new rules

The Tax Environment

Definition: Governments on all levels (municipal, provincial and federal) tax the equity owner on income and capital gains. The taxes on income are for money made on rents received from tenants. The taxes on capital gains (wealth) are for gains for selling a property. In addition, certain municipal governments oblige equity owners to pay taxes. The buyer pays a "welcome tax" and the seller pays a "goodbye tax".

Canadian Taxation: Old and New Rules 

Few industries will be as severely affected by tax reform as the real estate development industry. The rationale behind the proposed changes is spelled out very clearly in the government’s Tax Reform papers in the following comments:
“The nature of real estate is such that it can be largely debt-financed. In addition, vacant land is often held for several years before it is sold, and real estate property may take long to construct. As a result, the carrying cost of unused land and soft costs attributable to building construction often represent a significant portion of the cost of the property while the related income is not earned for several years. The effect of this mismatching of revenues and costs is to permit these costs to shelter other income from tax.”

The new rules apply to vacant land carrying charges and construction period soft costs incurred after December 31, 1987. In this lesson, we will look at some of the changes on and before December 31, 1987 and after December 31, 1987.
We will refer to the rules on or before December 31, 1987 as the old rules and after December 31, 1987 as the new rules.


	On/before December 31, 1987
	After December 31, 1987

	Class 3 CCA rate 5%
	Class 3 CCA rate 4%

	Declining balance method
	Declining balance method

	Full-Year Rule if Half Year does not apply
	Half-Year Rule

	Capital Gains 75% to 66.67%
	Capital Gains 50%

	No put-in-use
	Put-in-use in effect


Capital Cost Allowance

Definition: The Capital Cost Allowance (CCA) is a depreciation method under Canadian tax law which allows for the accelerated write-off of property under various classifications.


The Capital Cost Allowance (CCA) rate applicable to buildings in Class 3 will be reduced from the current 5% to 4%on a declining balance basis, effective for acquisitions after 1987. 
These rules will not apply to buildings acquired after December 31, 1987 and before 1990 pursuant to an obligation in writing from Revenue Canada where the property was under construction on June 18, 1987.
Special transitional rules will also apply to the cost of post – 1987 additions and alterations to a 5% rate building.

Put-In-Use:

Put-in-use means that all costs are capitalized to year 0 when the building is constructed and ready to be occupied. 
The new “put-in-use” rule applies in order for the capital cost allowance on buildings not to be available until the first year the building is put in use (this is the year that the building is completed and thus ready for use). This proposal, coupled with the existing “half-year” rule which limits the CCA in the year of the acquisition of an asset to one-half of the normal CCA rate, will result in a significant slowing down in claims for capital cost allowance on buildings. 
The increase in the proportion of capital gains (the difference between the selling price of the property and the initial cost of the property) to be included in the income will ompose an addition tax burden on companies disposing of investment properties. 
The following are important terms that you will find when calculating the CCA:
The full-Year Rule (FYR) applies when 100% of the CCA rate is taken in year 1.
The Half-Year-Rule (HYR) applies when 50% of the CCA rate is taken in year 1.
The Beginning Undepreciated Capital Cost (BUCC) is the amount prior to CCA being taken.
The Ending Undepreciated Capital Cost (EUCC) is the amount after CCA is taken. 

Example 1
Assume that construction of a building costing $20,000,000 had been started under the existing rules in 1989 and the building is completed and occupied in 1990. Assume also that $14,000,000 of the construction costs are incurred in 1989 and the balance of $6,000,000 in 1990.
The table below compared the Capital Cost Allowance (CCA) available under the old rules and new rules. 
Old Rules
	Year
	BUCC
	CCA
	EUCC

	1989
	14,000,000
	700,000 *1
	13,300,000

	1990
	19,300,000 *2
	965,000 *3
	18,335,000

	1991
	18,335,000
	916,750
	17,418,250








*1 	5% x 14,000,000 = 700,000
*2	13,300,000 + 6,000,000 = 19,300,000
*3	5% x 19,300,000 = 965,000
Total CCA for 3 years = 700,000 + 965,000 + 916,750 = 2,581,750
New Rules

	Year
	BUCC
	CCA
	EUCC

	1989
	14,000,000
	0
	14,000,000

	1990
	20,000,000
	400,000 *4
	19,600,000

	1991
	19,600,000
	784,000 *5
	18,816,000







*4	4% x 50% x 20,000,000 (14,000,000 + 6,000,000) = 400,000
*5	4% x 19,600,000 = 784,000
Total CCA for 3 years = 0 + 400,000 + 784,000 = $1,184,000
In the above example, the effect of the put-in-use rule and the reduction in the CCA rate to 4% is to limit the CCA claimed in the first three years of the project under the new rules to $1,184,000 compared to $2,581,750 under the old rules, a reduction of about 50%.

Example 2
A business corporation with a December 31 fiscal year-end commences construction on a building costing$10,000,000 on June 30 and puts the building into use on December 31 of the following year. Interest and property taxes during the construction period are $300,000 in year 1 and $900,000 in year 2. Construction costs incurred up until December 31 of year 1 are $6,000,000. The balance of construction costs are incurred in year 2. The total deductions (deductible expenses and capital cost allowance) are as follows under the old and new rules:
	Old Rules
	Year 1
	Year 2

	Deductible expenses
	$300,000
	$900,000

	Capital Cost Allowance
	$300,000 *1
	$485,000 *2

	Total deductions
	$600,000
	$1,385,000








*1	5% x 6,000,000 = 300,000
*2	5% x (5,700,000 + 4,000,000) = 5% (9,700,000) = $485,000
	New Rules
	Year 1
	Year 2

	Deductible expenses
	0
	0

	Capital Cost Allowance
	0
	$224,000 *3

	Total deductions
	$0
	$224,000



*3	4% x 50% x ($6,000,000 + $300,000 + 4,000,000 + 900,000) = $224,000
In the above example, which combines the reduction in the CCA rate from 5% to 4%, the total capitalization of soft costs, and the put-in-use rule, the total deductions from income over a 2-year period are reduced from $1,985,000 (600,000 + 1,385,000) to $224,000 (0 + 224,000).
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